FOREST AL CRP.
BEXXON GRP.

| BLA 93-586 Deci ded Decenber 1, 1997

Appeal froma decision of the Deputy Sate Drector, Mneral
Resour ces, Wonming, Bureau of Land Managenent, finding liability for
conpensatory royalty for oil and gas drained fromoil and gas | ease
W 105536.

Rever sed.

1.

Q| and Gas Leases: onpensatory Royalty--Q1 and Gas
Leases: Drai nage

A Federal | essee does not owe conpensatory royalty for
drai nage where a prudent operator woul d not have
drilled a protective well because it would not have

af forded a reasonabl e profit over and above the costs
of drilling and operating the well. The deternination
of the economc feasibility of drilling and operating a
protective well is based on the anticipated recovery
and costs thereof at the tine that a prudent operator
woul d have drilled the well, i.e., a reasonable tine
after he knew or shoul d have known that drai nage was
occurri ng.

Q| and Gas Leases: onpensatory Royalty--Q1 and Gas
Leases: Drai nage

A common | essee whose operations are causing the
drainage is in the best position to know that drai nage
is occurring and i s presuned to have know edge of
drai nage upon first production fromits of fending well.
Such a | essee carries the burden of produci ng evi dence
and the ultinate burden of persuasion to establish that
a prudent operator woul d not have drilled a protective
of fset well because it woul d not produce a reasonabl e
profit.
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| BLA 93- 586

3. QI and Gas Leases: (onpensatory Royalty--Q1l and Gas
Leases: Drai nage

I n determni ng whet her a prudent operator would drill a
protective well in a drainage situation, an anal ysis
nay be nmade of the projected return to the operator on
the investnent after paynent of the expenses of
drilling and conpl eti ng a produci ng wel |, operating
expenses, and ot her expenses such as royalty and
severance taxes. As incone taxes affect the net return
to the operator, they are properly considered in

eval uating the reasonabl eness of the rate of return to
t he operator.

APPEARANCES R chard W Schelin, Esq., Denver, olorado, for Forest Ql
Qorporation;, Scott Lansdown, Esg., Mdl and, Texas, for Exxon Conpany,
USA; Robert G Leo, Jr., Esg., Denver, olorado, for Anoco Qorporation;
M Dennis Daugherty, Esg., dfice of the Solicitor, VWashington, DC for the
Bureau of Land Managenent .

(PN ON BY ADM N STRATI VE JUDGE GRANT

Forest Q| Gorporation and Exxon Gorporation have appeal ed fromthe
May 7, 1993, Decision of the Deputy Sate Orector, Mneral Resources,
Woning, Bureau of Land Managenent (BLM, on Sate Drector Review (SCR No.
W-93-07) affirmng two August 14, 1992, Decisions of the Ostrict Manager,
Casper D strict, Womng, BLM The BLM Deci sion determned that Appel | ants
are liable for conpensatory royalty wth respect to oil and gas drai ned
fromFederal oil and gas | ease WW105536 fromJanuary 1, 1990, to April
30, 1992. A though Appellants do not dispute that drai nage may have
occurred, they assert that liability for conpensatory royalty arises only
if a prudent operator would drill a protective well and contend that a
protective wel | woul d have been uneconomc in this case.

Exxon held an interest in the | ease throughout the rel evant period.
Forest acquired its interest fromTQC Rocky Muntains, Inc. (TQD, a
di vision of Aroco Gorporation, which purchased Tenneco Q| Gonpany' s
interests in the area. Because BLMs Decision held TGC |iabl e for
conpensatory royalty for the period it held an interest in the | ease, we
granted TOC s notion to intervene by Qder dated Septenber 21, 1993. 1In a
subsequent Notice filed on March 21, 1994, BLMreferred to our decision in
Benson-Mntin-Geer Dxilling Gorp., 123 1 BLA 341 (1992), in which we hel d
that an assignee is entitled to a reasonabl e tine fromthe date of
acquisition of the | ease for conpletion of an offset wel | before becom ng
liable for conpensatory royalty. The BLMNotice indicated that a
reasonabl e tine would be 6 nonths fromacquisition of a |l ease interest and,
hence, Forest's liability woul d coomence on January 1, 1992.

Drai nage occurs when a well is drilled close enough to the boundary of
an adj acent parcel that oil or gas mgrates fromthat parcel to the well.
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Absent unitization, the owner of the parcel on which the offending well is
| ocated recei ves royalty on all of the oil or gas produced fromthe well
including that which has migrated fromthe adj acent |ease. The owner of
the drai ned parcel receives nothing. In nmany drai nage situations, both the
owner of the drained parcel and his | essee have an incentive to recover the
production they can by drilling an offset or protective well because the

| essee hinself is losing the opportunity to sell production that the
offending well is draining. Athough in this sense the | essee' s incentives
are inalignnent with those of the | essor, the | essor does not share in the
cost of a well, and hence, the |l essee has the risk of |oss froman
uneconomc well. 1/ Accordingly, the duty of a lessee to drill a
protective well has been held to be governed by the "prudent operator”

rul e.

[1] Unhder the prudent operator rule, which has |ong been foll owed by
the Departnent in drainage cases, it is well established that even where
drai nage has occurred, a Federal |essee does not owe conpensatory royalty
when a prudent operator woul d not have drilled a protective well because
the costs of drilling and operating that well woul d have exceeded t he val ue
of the oil and gas recovered therefrom See Gowden Q| & Gas Properti es,
126 I BLA 32, 43 (1993); Nola Gace Ptasynski, 63 IBLA 240, 252, 89 Interior
Dec. 208, 215 (1982). 2/ If, however, a | essee woul d have been af f orded a
reasonabl e profit over and above the costs of drilling and operating the
well, heis liable for conpensatory royalty for failing to do so. See
Gowden Ol & Gas Properties, supra, at 43. The determination of the
economc feasibility of drilling and operating a protective well is based
on the anticipated recovery and costs thereof at the tine that a prudent
operator would have drilled the well, i.e., a reasonable tine after he knew
or shoul d have known that drai nage was occurring. See Atlantic Rchfield
., 105 I BLA 218, 225-26, 95 Interior Dec. 235, 240 (1988). 3/

A though the |l essor and | essee general |y share a common i ncentive to
protect the | ease fromdrai nage, the | essee' s incentive may be
substantial |y di mnished when he is al so the | essee of the adjacent parcel
on whi ch the of fending wel | causing the drainage is | ocated. Because the
| essee shares in production fromthe offending well, even a profitabl e
offset well nay give that lessee little if any net gain, especially if the
production froman offset well woul d di minish the recovery fromthe
offending well. Wth respect to drainage froma well drilled by the common
| essee

1/ "The lessor, who risks nothing, is brightly optimstic. The |essee,
who pays, is dubious.” 5 WIllians & Meyers, QI and Gas Law 8§ 823 (1996).
2/ In upholding this rule, the Board has noted that if the recoverable oil
underlying the tract which is being drained is insufficient to support the
cost of recovery, no reasonabl e | andowner would drill a well. The oil |ost
through drai nage is not an econonmic |oss to the | andowner because an
attenpt to recover the resource woul d cause the | andowner to | ose noney.
Nol a G ace Ptasynski, supra, at 251, 89 Interior Dec. at 214.

3/ Reaffirned on Reconsideration, 110 I BLA 200, 96 Interior Dec. 363
(1989).
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on the property of another lessor, this Board has rejected argunents that a
departure fromthe prudent operator rule is warranted in the "comon

| essee” context. See Gowden Ol & Gas Properties, supra, at 42; Atlantic
Rchfield ., supra, at 226, 95 Interior Dec. at 240. Qherw se, the
[essor in a cormon | essee context woul d enjoy a greater advantage and
econom ¢ recovery than he woul d have if the | essee were not the operator of
the offending well. The Board has al so expressed concern that a departure
fromthe prudent operator rule would unfairly subject a | essee to doubl e
royalties. Alantic Rchfield G. (O Reconsideration), 110 IBLA at 206,
96 Interior Dec. at 366. 4/

[2] Because of the know edge accruing to the common | essee by reason
of drilling the offending well and the potential for unfair dealing, we
have recogni zed two differences in the application of the prudent operator
rule in the coomon | essee context. Athough a lessee is ordinarily |iable
for drainage only after passage of a reasonable tine fromthe date he knew
or shoul d have known that drai nhage was occurring, a common | essee whose
operations are causing the drainage is in the best position to know t hat
drainage is occurring and i s presuned to have know edge of the drai nage
upon first production fromits offending well. Cowden Al & Gas
Properties, supra, at 42; Allantic Rchfield ., 105 IBLA at 226, 95
Interior Dec. at 240. This presunption is rebuttabl e by the | essee whose
operations are causing the drai nage, but the | essee bears the ultinate
burden of persuasion as to notice of drai nage.

The second distinction in the application of the prudent operator rule
in the coomon | essee situation involves the allocation of the burden of
proof. A though BLMhas the burden of establishing that the | eased Federal
tract is being drai ned by the common | essee' s non- Federal wel |, BLM does
not carry the burden of establishing that a protective well woul d be
economc. |n comon | essee cases, the burden of produci ng evidence and the
ultimate burden of persuasion on this issue rests wth the | essee whose
operations are causing drainage. 1d. at 225, 95 Interior Dec. at 239; see
NGC Energy G., 114 IBLA 141, 153, 97 Interior Dec. 159, 165 (1990);
Qordillera Cbrp , 111 IBLA 61, 66 (1989).

4/ ¢ have often applied the term"”common | essee” to the | essee of the
Federal tract whose operations on an adjacent tract are causi ng drai nage of
the Federal tract. Appellants contend that the finding of cormon ownership
isnot entirely correct, inthat net interests of |essees in the tract
containing the offending well are as follows: PetroCorp: 47.7777 percent;
Exxon: 46. 6667 percent; Cabot Exploration: 5.5556 percent. This difference
is not sufficient to deprive the | essee of the drained tract of its
position to knowthat drainage is occurring and thus does not warrant
abandoni ng the presunption that the | essee had know edge of the drai nage
upon first production fromthe offending well. Know edge of drainage is
properly inputed to a | essee of the drained tract who participates in the
operation of the offending well. Cowden Q| & Gas Properties, supra.
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Lease W105536 enconpassed 280 acres of |and including the E/AW.of
sec. 18. The events leading up to this appeal begin wth Exxon' s
conpl etion of the offending Van Irvine Trust (MT) GomNo. 1 well on April
27, 1988. Athough the well at the surface lies on Federal |ease W98513,
it was drilled at such an angle that it bottomed on private land in the
Middy formation in lot 1 of sec. 18 just 224 feet west of the W105536
| ease boundary at the EANW2 5/ The well was shown to have the potenti al
to produce 288 barrels of oil per day (BOPD and 392 thousand cubic feet of
gas per day (MFD fromthe Middy formation. The No. 1 well produced until
it was shut in on August 1, 1988. Wien the well resuned production in
January 1990, it had al ready produced 30,126 BOand 38,176 MF. See Ex. B
to Drai nage Menorandum [rai nage potential was al so recogni zed by BLMfor
two Federal |eases in addition to W105536: W98153 to the north (the
surface | ocation of the offending well) and W98504 to the west.

Tenneco applied to the Gonmission for an order establishing 80-acre
wel | spacing units. Tenneco proposed a vertical spacing unit (North-South
al i gnnent of subdivisions of the public |land survey) that conbined lots 1
and 2, instead of a horizontal (East-Veést) unit conbining lot 1 wth the
NE/NW2i ncl uded in W105536 that was only 224 feet away fromthe bottom
| ocation of the offending well. Tenneco' s proposal thus mni mzed
protection of correlative rights in the BLMtract. After a hearing on June
7, 1988, the CGonmission issued a report dated June 17 that recogni zed BLM s
concern about drai nage, but turned aside that concern by noting that "it is
customary for the BLMto have an agreenent wth its |essee to deal wth
this" and that "BLMhas the renedy of requesting the Commssion to restrict
production fromthis well if its correlative rights are being violated."
(Report of the Cormssion at 2.) 6/ The Conmission decided that the
spacing units would all "be oriented in a North-South or vertical
direction.” (Report of the Conrmission at 4.) A spacing unit that woul d
have included lot 1 wth a portion of the BLM| ease woul d have run in an
East-Wést direction.

5/ There is sone confusion in the record as to the actual distance from
the | ease boundary. The May 1993 BLM Deci si on gave the di stance as 224
feet, a figure corroborated by the June 17, 1988, report of the Wonmng Q|
and Gas (onservati on Conm ssi on (GCommi ssion) establ i shing the 80-acre
spacing unit for production fromthe Middy fornmation for the tract from
which the wel | produces. The distance was reported as 242 feet in another
BLM docunent. See Menorandumto H e FomBLM Petrol eum Engi neer, signed
Aug. 6, 1992, at 2 (hereinafter cited as Drai nage Menor andur) . ATOCO
descri bed the distance fromthe lease line as 272 feet inits letter of

Feb. 22, 1990, discussed infra.

6/ There is no indication that BLM request ed such action by the Gonmission
when production fromthe of f endi ng vel | resuned, but failure to do so did
not preclude BLMfromprotecting its correlative rights by seeki ng
conpensation for drainage. Spacing orders that woul d preclude the drilling
of an offset well do not excuse a | essee fromliability for drai nage. See
Spaeth v. Lhion Al ., 710 F.2d 1455 (10th dr. 1983).
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By letter dated June 16, 1988, BLMnotified Tenneco and Exxon, who
were then the hol ders of | ease WW105536, 7/ that the NE/NW.of sec. 18
(as well as the SE/NW) was potentially subject to drainage by the M T Gom
No. 1 well. Smlar letters were issued by BLM concerni ng drai nage of
| eases W98153 and W98504. The BLMIetter offered Tenneco and Exxon the
options of paying conpensatory royalty with respect to the Federal oil and
gas being drained by the No. 1 well, drilling a protective well on the
| eased | and bei ng drai ned, relinquishing the |ease for the | and subject to
drai nage, or formng a unit which allocated production fromthe No. 1 well
to the leased | and. Tenneco responded by letter wth attachnents recei ved
by BLMon August 19, 1988. Nboting that the of fending well was shut in on
August 1, 1988, upon the expiration of a 90-day flaring order, Tenneco
stated that no oil and gas had yet been drained fromthe | eased | and
because the 207-foot drai nage radi us was | ess than the distance fromthe
well to the | ease boundaries. Further, Tenneco noted that it mght unitize
inthe future if that was warranted by the results of further devel opnent.

By letter to Tenneco dated Septenber 23, 1988, BLMrepli ed:

[ T] he net hod you chose to denonstrate that no drai nage has
occurred is sinplistic. BEven so, based on the paraneters you
provi ded and the nethod you used to determne drai nage area,
drainage wll certainly occur wth three or four nore nonths of
production, assuming that the well produces at approximately the
sane rate as before it was shut-in.

Hence, BLMrequired Tenneco to submt a plan wthin 6 nonths to protect the
E/NW.of sec. 18 fromdrai nage.

Meanwhi | e, other wells were drilled inthe field. O Septenber 15,
1988, the <chl oegel Federal 1-7 well was conpleted inlot 4, sec. 7, inthe
spacing unit to the north of that of the offending well. This well on
| ease WW98153 was considered to be a protective well and produced 801
BOPD and 985 MOFD.  (n Novenber 28, 1988, the Syracuse Federal 1-7 was
conpleted as a dry hole in the SW&E/4 sec. 7.

I n Decenber 1988, Anoco Production Gonpany acqui red Tenneco' s Rocky
Muntain Dvisionincluding its interest in the offending well, the subject
| ease, and other |eases in the Austin Qeek Held. By letter dated April
13, 1989, Anoco stated that it was in the process of eval uating a plan of
devel opnent for the Austin Greek FHeld and that the of fending wel |l woul d
remain shut inuntil a gas line was brought into the field which was
expected to occur during the last quarter of the year. Anoco stated that
it would submt a plan to protect the lease wthin 1 nonth fromthe day the
offending well is returned to production.

7/ Tenneco and Exxon each hel d a 50-percent record title interest in the
[ ease.
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In June 1989, Amoco spudded the MT 1-12 VeI No. 1, which was
conpl eted as a productive well inthe NB/&E4 sec. 12, T. 32 N, R 8 W
In an Gctober 5, 1989, nenorandumto the Rawins Dstrict Manager, BLMs
Land Area Manager identified this well as posing a potential drai nage
situation on | ease WW92476. |In a letter dated Decenber 20, 1989, Anoco
di scussed this drainage situation caused by the MT 1-12 V@Il No. 1 and its
plans for the Austin Geek Held. Amco stated that the MT 1-12 Vél | No.
1 was conpl eted on Decenber 1 wth an initial production test of 303 BOPD
and 416 MOFD.  Further, Anoco indicated the well woul d be shut in until
conpl etion of production facilities, and production was expected to
commence on January 8, 1990.

Aroco further stated that it was currently drilling the Schl oegel
Federal 1-7 VélI No. 3, and if that well was successful, would drill the
USA- Anoco/ AU VI I No. 1 on | ease WW92476 by the end of March 1990 before
any drai nage could occur. The letter stated that Amco and Exxon agreed
that unitization efforts should be pursued for the Austin Geek FHeld, but
that data fromthe two wells woul d be "critical for determning productive
l[imts and reservoir paraneters to be used in unitization." The letter
included a nap wth an overlay giving Anoco' s nost recent structural
interpretation.

By letter dated February 22, 1990, Aroco addressed the potential for
drai nage of | ease W105536. Anoco stated that the of fending wel | resuned
production on January 24, 1990, 8/ and that it anticipated unitization by
the end of the year. The letter stated:

V¢ do not believe substantial drai nage of Lease W105536
Wil occur prior to unitization or devel opnent drilling. The
prinmary recovery nechanismof this reservoir is gravity drai nage,
and the subject lease is down-dip fromthe Van Irvine Trust Gom
Wl | #1. Gonsequently, even though the well is 272" fromthe
lease line, production is prinmarily fromup-structure reserves
and not an imnmedi ate threat to drain Lease W105536.

Wth respect to devel opnent of the Austin Geek Held, Awco noted
that the Schl oegel Federal 1-7 Wl No. 3 had penetrated the Middy
reservoir belowthe oil/water contact and that the well was sidetracked to
the "Dodds Federal 2-12 bottomhol e | ocati on approxi mately 140' upstructure
and is currently being conpl eted.” Further, Atco noted that the data from
that well was critical for determining the best location to drill in
W 105536.

Production fromthe offending wel |l resuned i n January 1990, al nost a
year and a half after the | essees were notified of the fact that it was
draining the Federal |lease. During this period, no unitization

8/ The BLMDecision referred to Jan. 1 as the date of resunption.
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was effected, and there was no attenpt to drill an offset well on | ease
W105536. Thus, Appellants failed in their obligation to prevent drai nage
and are |liable for conpensatory royalty unl ess they can establish by a
preponder ance of the evidence available to themon the date of the alleged
breach that an offset well woul d not have been profitable.

The structural map that acconpani ed Anoco's |etter dated February 22,
1990, shows that nost of the structure is defined by a fault curving from
the northwest to the southeast fromsec. 1, T. 32 N, R 8 W, into sec.
18, T. 32 N, R 8 W The top of the structure appears in sec. 18 at
about 3,800 feet bel ow sea |level, and the structure di ps downward to the
northeast. The of fending wel | established production at -4,043 feet, the
Schl oegel Federal 1-7 established production at -4,180 feet, and the M T
1-12 Vél1 No. 1 established production at -4,382 feet. However, the
Schl oegel Federal 1-7 Vel No. 3 penetrated the formation between -4, 800
and -5,000 feet at a point belowthe oil/water contact. The nap shows that
of the land in the offended portion of | ease W105536, the EAW.of sec. 18
covers a portion of the structure fromabove -4,000 feet to -4,800 feet.

As Atoco pointed out inits letter, the prinary recovery nechani smis
gravity drai nage, but even though nost of the reservoir underlying the

of fended | ease was not subject to drai nage fromthe offendi ng wel | because
it was downdip fromthat well, Amco' s nmap still shows that a portion
renai ned updi p and was subject to drainage. In the Drai nage Menorandum
signed August 6, 1992, a BLMPetrol eumEngi neer stated that "the protective
wel | shoul d have been a mrror well to the Van Irvine Trust GmNo. 1 at a
location in the NENWof Section 18." (Drainage Menorandumat 3.) A wel |
drilled el sewhere woul d have been at such a di stance fromthe of fendi ng
well that a portion of the | ease woul d still have been subject to drai nage
fromthe offending well.

No well was drilled in the NENWsof sec. 18, but on Gctober 6, 1990,
Anoco conpl eted the 1-18 Roundup Federal as a dry hole in the SE/NWAof
that section on | ease W105536. See Ex. B to Drai nage Menorandum Amoco
determned that a perneability barrier existed and that only the northern
part of the EAW.was productive. As a consequence, BLMconceded that the
SE/MNWawas nonproducti ve and not subject to drainage, thus limting the
drainage claimto the NE/NW: See BLMletters of t. 5 1992, to Forest
and to Exxon.

Qh July 1, 1991, Amco sold its interest in the subject properties to
Forest Q| Qorporation, and Forest continued Anoco' s efforts to unitize the
field. Athough BLMs 1988 notices offered unitization of the | ease as an
alternative to drilling an offset well to protect the | ease fromdrai nage,
the | ease was not unitized until My 1, 1992, the effective date of the
Austin Qeek (Middy) Lhit (No. WW125235X), when the cumul ative production
fromthe Middy fornation reached 271,062 BO and 993,905 MF. (Drai nage
Menorandumat 2.) A that point, the offending wel |l concl uded prinary
recovery operations and was converted for secondary recovery by neans of
gas injection. Thus, this belated unitization in 1992 at a tine coi nci dent
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wth the conversion of the well fromproduci ng status cannot be regarded as
satisfying the requirenent of BLMs 1988 notices that the | ease be
protected fromdrai nage fromthe offending well. Rather, unitization
assured protection of the renai ning reserves under the | ease which woul d be
produced fromanother unit well as a result of pressure fromthe gas

i njection well.

Application of the legal principles outlined earlier to the events in
this case establishes that Appel | ants were presuned to have know edge of
the drai nage fromfirst production fromthe MT GomNo. 1 well in April
1988 and that Appel lants were obliged to take action to protect the | ease
fromdrai nage wthin a reasonabl e period thereafter. The tine span that
included the initial 3 nonths of production fromthe of fending well and the
period that it was shut in afforded a nore than reasonabl e period i n which
to protect the | ease fromdrai nage, assumng, arguendo, that an offset well
coul d have reasonabl y been expected to return a reasonabl e profit. Thus,
Appel  ants woul d be deened to have failed in their obligation to protect
the | ease unless the | ease had al ready been unitized or a protective well
capabl e of production had been conpl et ed before production fromthe
of fending wel |l resuned in January 1990. Appellants can sustain their
burden by show ng that a prudent operator would not have drilled a well at
that tine. The determnation of the economc feasibility of drilling and
operating a protective well is based on the anticipated recovery and costs
thereof at the tine that a prudent operator woul d have drilled the well,
i.e., areasonable tine after he knew or shoul d have known that drai nage
was occurring. See Atlantic Rchfield ., 105 | BLA at 225-26, 95 Interior
Dec. at 240.

In his August 14, 1992, Decisions, the Dstrict Manager notified Exxon
and Forest on the basis of a detailed geol ogi c and engi neering anal ysi s
that oil and gas underlying the subject land had in fact been drai ned by
the offending well and that they woul d be assessed conpensatory royalty.
He concluded that liability for conpensatory royalty dated fromJanuary 1,
1990, the date that production fromthe of fending wel | resuned, and
continued until April 30, 1992, the last day before unitization of the
drained tract of land. The Ostrict Manager al so deened Appel lants to be
liable for royalty on 31 percent of the oil and gas produced fromthe No. 1
wel |, the portion of the oil and gas considered to be taken by that well
fromunder the NE/NW.of sec. 18. Both Appel | ants sought review of the
Dstrict Manager's August 1992 Decision by the Sate Drector, pursuant to
43 CF.R § 3165.3(b).

Athough the Dstrict Manager's decisions did not address the
profitability of a protective well and the prudent operator rule, the
anal ysi s behi nd the deci sions appears in the petrol eumengi neer's August
1992 Menorandumto the Drainage FHle which noted: "The economc anal ysis
for a well protecting | ease VWWI05536 was perforned based on the percent age
of the offending well's production that was attributed to the Federal Lease
via the drai nage factor." (Drainage Menorandumat 3.) The of fendi ng wel |
produced 271,062 BO and 993,905 MF. 1d. at 2. Applying a drai nage factor
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of 31 percent, BLMconcluded that a total of 75,652 BO and 307, 669 M

woul d have been recovered by a protective well. See Ex. J to Drai nage
Menorandum V& note that by using the anount of drai nage rather than
produci bl e reserves as a basis for determning the profitability of an

of fset well, BLMactual |y understated the anount of production upon which a
productive wel | determnation nust be based. Neverthel ess, BLMs

di scounted cash flowanalysis still determned that a profitable well coul d
have been drilled on the basis of drilling costs of $950, 000 and nont hly
operating costs of $2, 500.

Estinmates of the cost of a protective well may reasonably be based on
the cost of nearby wells in the sane fornation. See 5 WIlians & Myers,
Ol and Gas Law § 823.1 (1996). The BLMs economc anal ysi s was based on
"[a] historical drilling cost of $950,000 for January 1990 * * * along wth
$2500/ nont h operating cost.” (Drai nage Menorandumat 3.)

Intheir appeal to the Sate Drector, Appellants tendered an economc
anal ysi s based on estimated oil reserves of 100,000 BO and gas reserves of
538,500 MIF rather than the amount of drainage. Appellants' analysis,
whi ch showed a | ess-than-econonmic rate of return of 6.8 percent, was based
on wel | conpl etion costs of $1, 200,000 and nont hl'y operating expenses of
$13,200. (Satenent of Reasons (SR for Reviewby State Orector at Ex.
A) This economc analysis noted that "[f]or sinplicity, the nodel does
not include a dry hol e risk (which woul d, of course, decrease the economc
viability of the well)." 1d.

Prior to the decision on SOR BLMrequested in a letter dated March 5,
1993, that Forest provide supporting infornation addressi ng the differences
innonthly operating costs estinmated by Forest and by BLM | n response,
Forest provided detailed itemzed cost figures for operation of three
producing wells in the Austin Geek Held (MT ComNo. 1 well, Schl oegel
Federal 1-7, and MT 1-12 Wl No. 1). Qmtting one well for which the
operati ng expenses appeared exceptional |y high, Forest conputed the average
nont hl y operating expense of a producing well at $13,200. (Letter of Apr.
23, 1993, at Ex. 1l1.) Recognizing a potential for sone savings from
spreadi ng fixed costs over four wells (instead of the previous three),
Forest provided an itemzed list of nonthly operating expenses totalling
$10,564. (Letter of Apr. 23, 1993, at Ex. I1.) Forest al so provided
support for the projected drilling costs of a protective well based on the
costs for drilling three producing wells in the Austin Qeek Held.

(Letter of Apr. 23, 1993, at Ex. Il1.) |In addition, Appellants presented a
revi sed economc assessnent which calculated a rate of return of 9.1
percent before consideration of incone taxes and a rate of return of 6.3
percent after including incone taxes. See letter of Apr. 23, 1993, at Ex.
M. This economc analysis (for the first tinge) al so considered the inpact
of applying a dry hole risk factor of 30 percent to the di scounted val ue of
the net incone after incone taxes which resulted in a projected negative
return. 1d.
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In his My 1993 Decision, the Deputy Sate Drector affirned the
Dstrict Manager's concl usion that Appel lants were |iable for conpensatory
royalty wth respect to drainage fromthe subject land. The Deputy Sate
Drector rejected Appellants' anal ysis of the econonics of a protective
well to the extent it included consideration of the inpact of incone taxes
and the risk of a dry hole. Purporting to accept nost of Appellants'
production and cost data, but not including the inpacts of incone taxes or
adry hole risk, the Deputy Sate Drector del eted $62, 500 i n expenses
associated wth nodification of a gas plant to recover natural gas |iquids
9/ and stated that the rate of return was properly cal cul ated as 11.29
percent. 10/ The Deputy Sate Orector concluded that the well woul d have
been economic on the ground the rate of return was "greater than the
acceptabl e 10 percent” rate of return. (Decision at 3.) 11/ However, the
Deputy Sate Drector nodified the August 1992 Decisions to the extent he
held Forest liable only for the period of tine that it held a record title
interest in |ease WW105536, i.e., fromJuly 1, 1991, to April 30, 1992.
Exxon was deened to be liable for the entire period fromJanuary 1990 to
April 30, 1992. Appellants appeal ed to this Board fromthe Deputy Sate
Drector's Deci sion.

Appel  ants chal lenge the Deputy Sate Orector's finding that a
prudent operator woul d have drilled a protective well. Specifically,
Appel l ants chal lenge the failure of BLMto consider the risk that the
protective well would be a dry hole or insufficiently productive to pay for
the cost of operations and, hence, not produced. Appellants contend that a
dry hole risk of 30 percent is reasonabl e given the fact that two of three
offset wells drilled (Syracuse Federal 1-7 and Roundup 1-18) were dry
holes. Further, Appellants assert that BLMerred in failing to assess the
i npact of incone taxes on the rate of return fromsal e of production.

Appel lants al so argue that the BLMerred in its economc anal ysi s by
failingto allowfor a delay of at least 2 nonths in recei pt of production
sal e proceeds due to the tine required to drill and conplete a well in the
Austin Geek Held Appellants contend that if a risk factor of 30 percent
is incorporated in the analysis, the well produces a | oss of $270, 000 or
$284,000 (if a 2-nonth delay in production is considered) even w thout
consi deration of the inpact of incone taxes. See SORfor Appeal at Ex. B,
p. 2. Further, Appellants contend that when i ncone taxes are consi dered,
the unrisked rate

9/ This omssion was not contested on appeal to the Board.

10/ This anal ysis was subsequent!ly nodified slightly by BLMon appeal to
this Board to reflect a net working interest of 82.5 percent (rather than
81.24 percent) and a 2-nonth delay until Mirch 1990 for onset of well
operating costs (as opposed to drilling/ conpletion costs) and recei pt of
production revenue. This conputation produced a rate of return (w thout
consi deration of incone taxes or risk of a dry hole) of 11.53 percent. See
BLM Answer at 9-10 and Attachnent 1 (Madrid Affidavit) at Ex. D

11/ Both Appellants and BLM have accepted 10 percent as a reasonabl e rate
of return on investnent in a protective well in this case.
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of return declines to 7.80 percent or 7.18 percent if a 2-nonth production
del ay is considered, and the return becones negative when an al | onance for
dry hole risk is included. 1d.

Inits Answer, BLMcontends that it properly determned the economc
feasibility of a protective well wthout allowance of a dry hol e risk
factor. Rsk of adry hole is asserted to be inconsistent wth Appel | ants
recogni tion of the existence of drainage. 12/ Further, BLMcontends t hat
it didnot err in evaluating the economic return on the protective wel l
wthout factoring in the inpact of incone taxes on the rate of return.

S nce neither BLMnor the petrol eumindustry consi ders incone taxes when
naki ng a paying well determnation in the context of a Federal unit, BLM
asserts that incone taxes are not properly considered in the drai nage
context either.

12/ It is asserted by BLMthat this Board | acks jurisdiction to consi der
the risk factor on appeal in the absence of a decision on this issue by
BLM V¢ find the decision in B ackhawk Goal G., 104 | BLA 169 (1988),
cited by BLM to be distinguishable as it involved an appeal fromthe
denial of a transportation all onance which had not been appeal ed to the
Drector, Mneral s Minagenent Service. Absent a decision on such an
appeal, we ruled we had no jurisdiction. V¢ have jurisdiction, however,
over the instant appeal, and our dispositionis not [imted to the
argunents explicitly addressed by the decision below In Kelly E Highes,
135 I BLA 130, 136 (1996), we stated:

"Wien a tinely appeal subjects a BLMdecision to this Board' s
jurisdiction, our reviewauthority is de novo in scope because it is our
del egat ed responsi bility to decide for the Departnent 'as fully and finally
as mght the Secretary' appeal s regarding use and di sposition of the public
lands and their resources. 43 (FR 4.1, Rchard Bargen, 117 | BLA 239, 245
n.3 (1991); Lhited Sates Fsh & Wldlife Service, 72 I BLA 218, 220 (1983).

The Board' s authority to correct or reverse an erroneous decision by the
Secretary's subordi nates or predecessors in interest and to deci de cases on
i ssues ot her than those advanced by parties has been judicially recogni zed.

Ideal Basic Industries, Inc. v. Morton, 542 F.2d 1364, 1367-68 (9th Qr.
1976); see Ben ohen (O Judicia Renand), 103 |BLA 316, 328-29, aff'd sub
nom, Sahni v. Wtt, dv. No. S$83-96-HOM(D Nev. Jan. 17, 1990), aff'd,
(Jan. 14, 1991), aff'd, No. 91-15398 (9th dr. Apr. 27, 1992) (disposition
of a land selection application on a basis other than that for which the
case was renanded)."

Further, it nust be recogni zed that a key issue before BLMwas the
economcs of a protective well and that Appellants specifically raised in
their appeal to the Deputy Sate Drector the risk of drilling a dry hol e
as a factor in evaluating the economcs of a well. The Deputy Sate
Drector declined to consider this factor. In this context, this question
is properly before the Board in any event.
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In response, Appel lants dispute the BLMcontention that consideration
of adry hole risk is inconsistent wth the fact that drainage is
occurring. Appellants assert that it does not followfromthe existence of
drai nage that a protective well drilled by Appel | ants woul d have sufficient
production to recover operating costs. See Response to Answer to SR
(Response) at 4. It is noted by Appell ants that a dry hol e (Roundup
Federal 1-18 W) was drilled in the adjacent SE/NW.in Gotober 1990 in an
area which BLMbel i eved prior to that tine to al so be subject to drai nage.

(Response at 5-6.) Further, Appellants contend that even if incone taxes
are omtted fromthe anal ysis of the economcs of a protective well, a risk
factor in excess of 2.13 percent woul d cause the well to be unecononic.
(Response at 8.)

n the record before us, we find that the Appellants have carried the
burden of show ng the reasonabl eness of their projected operating costs and
costs for drilling and conpl eting a protective well. As noted above, the
best indication of the costs of a conpleted well is usually found in the
costs of nearby wells conpleted in the sane formation. Appell ants have
supported their cost figures wth infornati on based on their experience
wth drilling and operating other nearby wells in the sane fornation.
Athough BLMindicated inits Decision that it did not necessarily agree
wth Appellants' cost figures, the Decision gave no basis for objection to
those figures and actual Iy utilized those nunibers (except for gas pl ant
nodi fication costs) in conputing a rate of return of 11.29 percent which it
found to be economc. Accordingly, the critical issue before us on appeal ,
which is dispositive wth respect to the application of the prudent
operator rule in the context of this case, is whether the analysis of a
rate of return on a protective well properly considered the inpact of
i ncone taxes or a dry hol e risk.

[3] Appellants have contended that BLMerred in failing to consi der
the inpact of incone taxes inits analysis of the profitability of drilling
and operating a protective well on the subject land. Sce SRat 6. W&
find that i ncone taxes, no |ess than other severance and ad val oremt axes,
have a direct bearing on the profitability of drilling and operating a vel |
since they affect the net return to the operator. The BLMhas consi dered
such inpact in prior drai nage cases in determni ng whet her a prudent
operator would have drilled a protective well. See Benson-Mntin-G eer
Dilling Gorp., 123 IBLA 341, 344, 99 Interior Dec. 115, 116 (1992); Kerr-
MGe Gorp., 118 | BLA 119, 126 (1991) I ncl usi on of taxes in a di scounted
cash flow anal ysi s has been uphel d in the context of anal yzi ng whether a
deposit of sodi umdi scovered by a prospecting permttee can be mned,
processed, and narketed at a profit so as to entitle the permttee to a
preference right |ease. Bureau of Land Managenent v. S nons, 128 | BLA 99,
107-08 (1993). As noted previously, Appellants have submtted wth their
SR a revi sed econonm ¢ assessnent show ng an after-incone-tax rate of
return of 7.80 percent and 7.18 percent (wth a 2-nonth production del ay).

This rate was cal cul ated w thout anal yzing any inpact of the risk of a dry
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hole. 13/ Thus, it is clear fromthe record that consideration of the
i npact of incone taxes on the operator's return reduces the rate of return
bel ow that which i s consi dered accept abl e.

Equal Iy significant is the issue of a dry hole risk. V¢ note that,
just as a prudent investor estinates the anticipated return froman
investnent and then deci des whether that anticipated return warrants the
risk of losing his principal, once a preponderance of the evidence
establishes that the well is likely toreturn a profit, the reasonabl eness
of that profit nmay be gauged in light of the risk. "An ordinary,
reasonabl e busi nessnman does not sink noney into a venture wthout an
expectation of profit. The return shoul d exceed what the noney coul d earn
in high grade bonds or other secure investnents. A nost every well
i nvol ves sone degree of risk; hence the return nust be high enough to
justify thisrisk."™ (5 Wllianms & Meyers, QI and Gas Law § 822.2
(1996).)

Appel lants assert that the risk i s reasonably considered to be 30
percent since, of the three offset wells drilled in the inmediate vicinity
of the subject land, one (MT ComNo. 1 well) was a producer and two
(Roundup Federal 1-18 and Syracuse Federal 1-7) were dry holes. See S(R at
6. A though Appellants' data nay provi de support for the proposition that
there is a 30-percent dry hole risk for a well drilled somewhere in the
Austin Qeek field, that is not the issue in this case. The rel evant
guestion is the dry hole risk of drilling a protective well to offset a
producing wel |l that is a nere 224 feet fromthe | ease boundary. The dry
hol e risk of a protective well would generally correspond to the
probability that the offending well virtually defined the limt of the
produci ng structure, a circunstance that appears unlikely. Uanticipated
factors, however, including perneability barriers, may increase the dry
hol e ri sk.

A though the Syracuse Federal 1-7 was conpl eted as a dry hol e on

Novenber 28, 1988, this well is at a nuch greater distance fromthe

of fending well than would be required for a protective well. The other dry
hol e (Roundup Federal 1-18) does illustrate the el enent of risk associated
wth a protective well, as drainage was initially asserted by BLMw th
respect to the entire EAAW:zand this well, as noted above, was regarded by
BLMas fulfilling Appellants' obligation to drill a protective well in the
SEMNWVa. A though we cannot say that the dry hol e ri sk was nonexi stent, the
rel evant evidence in this appeal establishes that the dry hol e risk was

13/ This economc anal ysis, which resulted in arate of return of 11.94
percent wthout consideration of incone taxes (and with no production
delay), is essentially simlar to the anal ysis upon which BLMrelied whi ch
showed a rate of return of 11.29 percent wthout consideration of incone
taxes. See BLMDeputy State Drector's Decision at 3; BLM Answer,
Attachnent 1 at Ex. C
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substantially less than 30 percent. The tolerability of that risk depends
on the return on investnent fromthe well. However, accepting a risk of
even half that rate, clearly appropriate here, reduces profitability to

| ess than the acceptabl e | evel of 10 percent. Accordingly, we find that
Appel | ants have net the burden of show ng that a prudent operator woul d not
have drilled a protective well.

Therefore, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF. R 8§ 4.1, the Decision
appeal ed fromis rever sed.

C Randall Gant, Jr.
Admini strative Judge

| concur:

David L. Hughes
Admini strative Judge
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